Abstract
Introduction
In 1949 Shanghai was the leading financial centre in Asia. The Banker (March 2003) magazine recounts that at this time there were 24 state banks, over 200 private lenders, trust companies and other financial institutions based in Shanghai. It also hosted the world's third largest stock market, following only New York and London. Now, over 50 years on and more than 20 years after China began its open door policy, Shanghai is once again seeking to transform itself into an international financial centre (IFC). In doing so it is attempting to make up the ground lost to neighbouring Tokyo, Hong Kong, SAR (hereafter abbreviated as "Hong Kong") and Singapore.
According to Shanghai's mayor the goal is to reach IFC status within 10 to 20 years (People's Daily 08/08/2002).
Financial sector development in Shanghai has been rapid over the past decade and according to Wong (2002) While Shanghai's drive to IFC status has been a hot topic in the financial press, little has been done by way of a systematic attempt to gauge its progress using a conceptual framework grounded in the IFC literature. In contrast, Tokyo, Hong Kong and Singapore have all been the subject of previous research (e.g. see Yong, Hung and Cheng 1999; Sassen 2001 ). Yet investigating Shanghai's progress towards achieving IFC status is important for several reasons. Firstly, the pace of China's international financial integration is now increasingly being pushed through external bodies such as the World Trade Organisation (WTO). For example, in a radical change from historical policy, five years after China's WTO entry in 2001, all foreign banks throughout China will be afforded full national treatment (Lardy 2002, p.79) . Given that Shanghai will be the initial contact point and hub of China's external financial liberalisation, the degree to which it can successfully transform itself into an IFC will go a long way to determining whether China's global integration proceeds smoothly.
Secondly, if Shanghai can transform itself into a successful IFC, this could have significant economic implications not only for China but also for its regional competitors such as Hong Kong and Singapore. The fact that an IFC can potentially bring economic benefits to a host economy has been well discussed in the literature (Kaufman 2001: 366) . Therefore, gauging the extent to which Shanghai is along the path to emerging as a genuine competitor is of significant importance for other regional economies.
This paper analyses Shanghai's progress in the following manner. Section 2 lays out the conceptual framework for the analysis by highlighting those factors that are regarded as being the driving forces behind IFC development. Beijing's ongoing reluctance to make the RMB convertible for capital account transactions also necessarily constrains the ability of Shanghai to achieve higher degrees of financial sophistication. (Meyer 1998 ). This provides a foundation for the agglomeration of financial, accounting, legal or other related services in the economy.
The importance of maintaining sound macroeconomic policies to promote an IFCs development is self-explanatory. Assuming that macroeconomic factors are sufficiently satisfied, the various microeconomic considerations listed in Table 2 then become important. All of these microeconomic factors influence the opportunity cost of doing business in one city versus another. The idea behind including the efficiency of the financial sector as a catalyst for IFC development is simple. At the most basic level, the driving force underlying the formation of financial markets and institutions is a desire to reduce the costs of acquiring information and undertaking transactions (Levine 1997, p.690 
Shanghai's Development as an IFC
This section reviews Shanghai's development as an IFC according to the conceptual framework presented in Table 2 . Having noted the importance of a vibrant and internationally orientated business sector in the conceptual discussion above, by way of a general empirical introduction it is useful to consider the degree of success Shanghai has had with respect to attracting the resources of foreign multinational companies (MNCs). This is because in making its investment and locational decisions, an MNC is effectively required to make a summary judgement regarding many of the factors listed in Table 2 . When the actual investment and location decisions made by MNCs are examined, two important points emerge. Firstly, the economic attractiveness of Shanghai has improved markedly over time. For example, Table 3 
Macroeconomic Environment

Income Level and Growth
Trade and Investment Intensity
Sound Macroeconomic Policy
There are two major hurdles in comparing economic policy between the three cities.
Firstly, as far as macroeconomic policies are concerned, such as the money supply and the exchange rate, Shanghai is part of mainland China and hence has no independent macroeconomic policy to speak of. As a consequence, we can only look at the macroeconomic policy of China as a whole. Secondly, since there is a wide range of macroeconomic policies that could affect business operations, a summary measure is needed in order to undertake a tractable commentary. To achieve this aim, we make use of the Macroeconomic Environment Index compiled by the World Economic Forum. It is necessary to emphasise first that this index and its composite subindexes not only measure macroeconomic policies, but also a country's performance in a number of related aspects, such as its credit rating. In other words, the index measures both the "input" and "output" of macroeconomic policies. Table 7 summarises the ranking of China, Hong Kong and Singapore over the past two years. 
Microeconomic Business Environment
Comparable city-level microeconomic data relating to the various criteria listed in (Table 9 , column 4) is also worth mentioning in this discussion. This index asks business leaders and country analysts to rate countries in terms of their perceptions regarding the prevalence of corruption with 10 being "highly clean" and 0 being "highly corrupted". China's performance in these indices is presented in Table 9 , along with the comparative data relating to Hong Kong and Singapore. Beijing, Shanghai ranks 6 th in terms of its progress towards achieving a free market economy (Fang, Wang and Zhang 2000) . Nevertheless, in comparative terms, Guangdong province, the number one ranking province, leads Shanghai by some 25%
and there is little doubt that Hong Kong and Singapore would receive a higher ranking than Guangdong.
Apart from summary measures, it is also useful to consider more disaggregated microeconomic data and this paper makes a contribution towards this endeavour in the form of Table 10 , which compares various aspects of the communications and transportation infrastructure in Shanghai, Hong Kong and Singapore. According to 
Financial Market Efficiency
Efficiency in the context of Shanghai's equity markets can be discussed in terms of informational efficiency and fundamental valuation efficiency. Testing for the informational efficiency of equity markets typically revolves around examining whether stock prices behave in a manner implied by the Efficient Market Hypothesis (EMH). The EMH contends that if stock prices are efficient, they will rapidly adjust to new information and that current prices will fully absorb and reflect all available information. Numerous studies of stock prices and returns in China have been conducted and on balance the evidence suggests that for much of their short history they have not been efficient (Song, Liu and Romilly 1998; Su and Fleisher 1998; Mookerjee and Yu 1999; Liu 2003 listed firm. This is a more difficult concept to measure empirically. However, price / earning (P/E) ratios and the degree of stock price volatility can serve as useful guides.
That is, if stock prices are driven by speculative activity, herding behaviour and / or illegal activities (such as insider trading) rather than economic fundamentals, P / E ratios will be excessively high / low and prices will be highly volatile and represent inefficient signals for capital flows in the economy. Currently, shares in Shanghai are traded at an extremely high P / E ratio. For example, at year-end 2002, the average P / E ratio in Shanghai was 34.4 per cent (which was down from over 40% several years earlier (Spencer 1995, p.30; Yao 1998, p.22) . The negative implications of non-tradeable state-owned shares for corporate governance and the financial performance of listed companies have also already been discussed at length in the literature (Tam 1999) . The efficiency of Shanghai's financial markets is also affected by a lack of diversity in terms of products and services offered. This is of course to be expected given Shanghai's relatively short modern history of diversifying away from a bank-based financial system to one that also includes markets for equity, commodities and risk. 
Conclusion
Shanghai's political leadership has set 10 to 20 years as the timeframe for achieving IFC status. Using the broader IFC literature as a conceptual framework, this paper reviewed Shanghai's progress towards achieving this goal to date. A number of important findings emerge. Firstly, Shanghai's apparent strengths include its macroeconomic environment, in particular, its high rate of growth and international orientation. Shanghai's strategic access to important markets and relatively cheap business input costs are also points of strength and it has been the combination of these factors that has been driving its rapid development over the past decade, albeit growing from a small base. Furthermore, all indications point to WTO entry being a boon for Shanghai.
Equally important however is that the findings revealed numerous factors that make Shanghai's transition to an IFC a problematic one. Firstly, most microeconomic factors important to the formation of an IFC continue to be areas of weaknesses for Shanghai. These include perceptions relating to the availability of human capital, the relative lack of political and economic freedom and shortcomings in the rule of law. authority to effect even the most basic changes necessary, such as full RMB convertibility. Thus, Shanghai's greatest challenge is to secure the consensus and commitment of policy makers in Beijing.
In terms of implications for Hong Kong and Singapore, the findings of this paper indicate that Shanghai will not be in a position to challenge their pre-eminence in the foreseeable future. Also of note is that the findings indicate that the strengths of Hong
Kong and Singapore appear to cut across the whole range of macroeconomic, 
